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1. The CCl is designed to recover a portion of the loop costs assigned to the
interstate jurisdidion. These are real costs based on the network presently used to
provide local exchange service. The entire eCl represents support for universal
service.

- The eCl, by ~ecovering a portion of local loop costs, has effeclively allowed
loca~ rates to be lower than would otherwise have been the case.

- BellSouth has quantified the size Of the difference between the revenues and
embedded costs for universal service for ailierge companies. In all cases, this
difference, which includes proViding the loop, exceeds the amount of eel
revenue received by these companies. Using reasonable proxy cost models,
such as the BCM2, the overall amount of support is still greater than the eCl
revenue. '

- The CCl represents traffic sensitive recovery of non-ttaffic sensitive costs. It
will not be sustainable in a competitive environment.

2. To the extent these costs are not recovered from the interst8te jurisdidion, cost
recovery would necessarily fall back onto the states and eventually to end users.

3..GOing forward there.e several ways to deal with these costs.

a) through a univ.....1service funding mechanism funded by all interstate
telecommunications eani",

I
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~ ". . " ~~-!'itf;lhi co~t~~ end user....

. ', c) a combination of the.. two..
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BeliSouth Illustration of Common Line Revenues and Costs

Total Uns.,.araled CL Costs
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Revenu.. I

$2214 M "elictence CL Cost
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NATIONWIDE COMPARISON OF UNIVERSAL SERVICE REVENUES AND COSTS

Q

Estimated Total Universal Service Costs (Core Services) $31.1 B

Estimated Total Universal Service Revenues $17.9 B

Estimated Total Universal Service Support $13.2 B

Total Revenues from Interstate CCl, Interstate RIC, existing Universal $ 7.7 B
Service Fund, DEM Weighting and long Term Support
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~iifif1'li6lIlNYNEX's Petition for Waiver tiled,~ecem~r IS, 1993· NYNEX
liAositioO Plao tQ PreseO'e Universal In A CQrngcutlvc EnYlfQnment

Separations' LegK\' of SubsidY

By Alben Halprin..
·I.~

In CC Docket'91·213, the Commission identifiecl a Larae disparity between the amount

of costs that are all~ateel to the intersWe Local Transpon ~Iory uncier the FCCs

separation and acCI$S' charl,e rules and the amount of costs that are recovmct when special

access rates are appliecl to 'recover the costs ofI~ transpon facilities. Some commente~

..
alleginlNt this disparity represents the presence ofuneconomic ~osu in the Local Transpon

catelory that are the product of "waste and inefficiency," que that the displrity should be

disallowecl or phased-elown over time.

nufpaper provides a historical CODteXt illustratina that the excess costs in Local

~ T~~. a:nd other federa1ICCOUDts are not examples of LEe inefficiencies. but vestiles of

, "

decades of FCC and Joint 80Ird decisions that deliberately.•~~~lyoveraIlocated
c- -~~~~;?::~, ..:' ~' ~ 0 ,.. • .;).l" :;

<J rI' co~to the int~ jurisdic:UOD ~subsiclize IOCIJ~. ~nu.,biirory'. panic~ly as it
•.:'~""".:~ .. , '1.'. _".(). ':. . " ..,
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While sepIrIIioaI pracedura .. oItIIIIibly' dlliPeei to riIINIy appartiGII
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As the FCC recently explained.! the separations process;':

apponions costs between the interstate and intrastate jurisdictions by one of two basic
procedures: direct assignment and allocation. In general. the cost of a facilitv is
directly assigned to a specific category or jurisdiction whenever the cost is r~adih'
identifiable as belonging to that category or jurisdiction. Direct assignment gene~al1y
is prescribed by rules only when a facility exclusively performs one function or serves
one jurisdiction. thereby making cost identification eay. Direct assignment. in
practice. applies to less than 5 percent of industry total costs when the categorized
costs are being separated between swe and interstate services" At leut 95 percent of
total costs are common or joint with respect to these services. makina it difficult or
impossible for carriers to attribute costs to specific services in a manner reftecting cost
causation. Consequently. almost all of the total costs are apponioned between the
jurisdictions usinl an allocation procedure. .

Both in principle and practice. allocation is different from direct usianment. Whereas
direct assianment always reflects cost causation. allocation'may not .... Allocation
~ically is based on prescz:ibed relative usqe facton that the Commission believes
will provide a reasonable approximation of the results that would be IChieved if it
were possible to perfonn an assianment based on clusatiOn. Eva the best factors.
however. yield only a roqah approximation of the costs ICtUIlly incurred by state ancl
interstate services. Moreover. if no relationship exists beIween relative- usqe and cost
causation. allocation aenerally is not based on relative usap. I~ it is b~ on a
gross factor. such as the 2S percent SLC [sic] that WII ~ ~ .. '4'0-:" ,': n~o.-t~.;-,,·~:
local loop costs to interstate operations. .,.... .' .~;,.~~<r\·::·~~;.::'lP·"·

.,. .' .; ~'--'.,,' ."; ~ ~." . ,,-.
As a result of these constraints. the separations and KCIIS chatae niles typically (I) allceatt MI~.". '"

. "". .

most costs among broad Cltelories of plant and equipment rather thaD IssiPina costs on a

...;: .

. 0

II .
J.I FCC Access Reform T_ Force. fjdml Per'" gp W. Clwg Reform:'A ~
Staff Analysja 65-66 (April 30. 1993) ("Access Cbarae Reform Report") (fOO1D01eS omined).

l Sepal'llioas is pitt of • four-step cost-recovery~ for LECs. FinI, carriers
searepte total costs into VlftOUS IICCOUDts in ICCOI'daDce willl tbI UDiform System of
AccoUftts (Part 32 of tbe FCC Rules). SecoDd. tbeIe~ .. divided~ replllld
and nonreau!ated services ill accordaDce witbthe Jomt COIl Rules (Pan 64). TbinL the
reaulllld costs are ....... beIw.a tbe· iDnswe aDd u.~j~ u specified by
the Separations Mmual (Part 36). ADd fourth. the in__ cosu are apponacmecl uno",
access elements in accordIDce willl the access charle rules (Part 69).
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cost-causative basisl and (2) rely on broad aJlocators to assilD costs. The result does not

necessarily reflect the costs that telephone companies incur to provide each service and it

masks any misallocations of costs between jurisdictions.

As illustrated more thoroughly below. these characteristics have provided. and continue

to provide. a regulatol1' mechanism that introduces sianificlDt contribution flows (revenues

exceeding, the directly-identified costs for such services) from interswe switched and transport

access accounts to local residential exchlnae service. The converpnce o.f various political

and technological developments. beginning in the 19S0s and lastiq at least through the 1970s.

made such manipulation irre~ble.. And even during the more fiscally responsible 19805., ~' '" , . ~ . _.' ..

when compeiit~:f(~~~~~tfoDs iIld~ ~ becomina'a reality. the FCC and
.,- .

the Joint Board .frequently used ,~~~ns proced~ to perpetUate the subsidy of local

rates by interstate services.

While a certain inythololY hu arisen that the access chirae and separations changes of

the 1980s "solved" these problems. that assessment is fll' from the truth. The goals gf those

reforms were much "more modest. They were merely to:~lIlt the contimWl&'arowth in,
.~.•- " ,'" ',"'-'~- '1#-"'-'~.1l"

misallocation to the iDIiiae juriJdiclioa. U1d~ •~~~_94
. subscriber plant factor (SPf). aDd ~ bqiD • propIm of coliectiDI the misallocated amount in ~

-""""'_: \).....

a reliable and efficient way•

. -~. : ..:. ....

"
.....to. ~ .

}; For eumple, the .""'oas rules allocale ..... support fIcilitiei COllI (land. '
buildinp. motor vehicl. fumiQn lad other cnwbIId .,a••) bIrw_ the j~etions
based OD combined Bil" Three~ (p1lDt ..,.eiIc~. p1lDt noD-splcdicex~
aDd customcr.6peralions ......).~ r._ I'pm 2e 'd"¥1'D

~ Intmgpwtipn Qiemi C9""'UMim' AMID's CC Docket 91-213, at 5 (July 24,
. 1993)("NYNEX RJC ADalyU-).
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Prior to these actions. the emphasis had only been on reliabilit)', The access charge

proceeding detennined that per min~te loadings on interexchange carriers were neither reliable

(because they gave rise to bypass) nor efticient (because they gave rise to toll suppression).

In taking these steps. the Commission considered and rejected a series of alternative

approaches to the problem that would have essentially involved "washing its hands" of

responsibility for reliable and efficient recovery and reallocating vinua.lly aU of these costs to

the states (the so-called "zero" or "zero plus" allocation plans), The Commission correctly

determined that it could not fulfill its obligation to ertsure a reliable "rapid. efficient Nation

wide" network without addressing and bclinnina to solve recovery issues as well.

The impact of beainnina to address the "reliability" issue is bard to overstate. By

chanaing the separations mechanism from one in which the sole policy driver was subsidizing

local service to a more complicated fonnulL the Joint Board process initially aenerated

considerable federal ..state friction and became a liptnina rod for Conaress. In this

environment. concerns about the potential impact of any separations chanaes on state revenue

requirements were made both more explicit .-dlrlore petvuive thin iJb the days when the,

revenue requirements.

III. 19401=191Os= THE.HEYDAy ot OV~LLOCATJg~
In its 1930 decision~ the Supreme Court ruled that some fraction

of each local telephone COlDPIIlY'S costs could be allocated 10 interstate IiCCOUDts~ the

·4·
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federal jurisdiction.± Making precise apponionments was extremely difficult and. as a result.

it took federal and state regulators the next 17 years to put this interstate allocation into

practice. culminating in the advent of the first Separations Manual in 1947.

Over time. it became increasingly attractive for all parties concerned to use the

ambiguities inherent in the broad a1locators of separations to subsidize local rates by

artificially maintaining high long distance rates or havinl such rates decline more slowly than

the decreases in underlying COlts.1 Local reaulalOr! supponed this practice because their

constituents' local rates were kept low. The FCC gained political credit by advancing its

universal service goals. And althouah pre-divestiture ATitT's Lonl Lines was forced to

charge inflated rates to reftect the misallocation of such costs. it was not harmed because (1)

rate of return regulation enabled it to recover additional revenues from any such inflated costs.

and (2) it faced no competitive pressure to price its services to reflect their true costs.

Advances in long distance technology made it even easier to use separations to

overallocate costs to the interstate jurisdiction. Since such aclV8DCCS rapidtt7:decrea.sed true
..

interstate costs. it became possible to shift an even greater disproponionate share of costs onto

the interstate jurisdiction, throuP the use of various separations allocatOr!. The sharp decline...- ,
.-

« a in .th~ un~rlyiQa costs of providiDa 10Dl dis1lnceservice saill~ it possible for long
"'!'- - ...~'- ' --

distanCe ratts"t(i' decl!ne. aftbouah not is rapidly u if there were no separations

.-

~ .

'---------.-,-
± 282 U.S. 133 (1930). Specifically. the Supreme Coun ruled tbII the COIl of interstate
plant had to be seperlled from the COIU of inuutate p1lD\ before -..approved rates could
be determined from &he telephone compIfty's COMI. "[U]m- .lppOftionmem [bued u~n
actual use of the propenyl is ..... the inuuwe -"ice to which the acbanp pro~' IS

alloca1ed will bear an UDdue burdeD." lsi. at ISo-SI. '.

1 'The stares lefteraily follow. simillr prlCtice in~ toll calis within their borden.

• S •



overallocation. At the same time. the overalloc:ation allowed local rales 10 remain low.

Indeed. it has been said that Bell Labs' "record of relentless technological improvements was

the glue that held together AI&T's various accommodations with the state and federaJ

governments."~ The successive increases in these allocations to the interstate jurisdiction

channeled the improved efficiency of the Bell System into lower local rates.

For a time. this policy was extremely successful. .By imposinl on lonl distance callers

costs that reached agproximately seven billion dollars annually,! the transfer made a major

contribution to the fifty-five percent decline in real terms of the price of buic local service

between 1940 and 1980.1 ADd that. in tum, helped raise me proportion of households

subscribina to telephone service from thiny-seven percent in 1,940 to more than ninety-two

percent by 1986.11 AJ described more thorouablY below, however. divestiturf and. more

;. ..

. ,precisely. the advent of competition eventually aeateel,marketplace pressures that made many

of these misallocations untenable.

,~______A'_____ ~~~:}~

t Temm. The fill gftIILJIII'Syem; A$. iA Pri&ipc 1IIflP.miIisi "~,"'":,'fr··;;;));;~"'·": ...:::i·:l.~j.,- ':';~'~ ~ 0
0

.,; .. -~ -.;,.,.', .• ", --," '- •.• >

1 lsi. at 357 QIiu TIIIIiD A Peters. "Cross-SubsidizMion in me TelepboDe NetWOrk." 21 ~

'Willamette Law RevirN 199-223 (Spriq 1915); ••'. KabD A Shew. "Current Issues in
Telecommuaica-Qoas RepIaIioa: Pricilla" 4 Yale J. ,on Rea. 191. 194,.95',{1917)(estimadnl
the peak .... COD1ri....... from innswe ItId irlteisaiia toll of local service was S11
billion). .

I' Kahn.t Shew It 195 miDI AT&T Economic ~Y'is,s.ttiOD. Rcladve Cosu of
Telepbone Service 1940-1910 (1910).

" ,1'.. lsi- SiIiaa U•.'. DetwaaMa of Commerce. BuniIu. of W .... S__cal Absnct of
the U.S.•95 (90th ect. 1969) ad Te1ecomm. Rep. June 2. 1916 It 6.

·6-



A. The Ell'" years

Between 1939 and 1942. the number of telephone messages carried by AT&:T Long

Lines soared from 60 to 114 million thereby raising its profits significant1y.~ Alarmed. the

FCC asked AT&T to show cause why its interstate rates should not be reduced..!.L AT&T

responded that lower rates would only encourage civilians to increase their calling and AT&T

was alread~' struggling to handle the increased volume of war-related traffic. AT&:T's

response presented the FCC with the dilemma of how to reduce Lona Lines' profits without

reducina its rates..LA

Drawing on the~ decision. the FCC decided to increase Lona Lines' costs by

adding charles for the cost of capital used in completina interstate calls throup the

equipment of the locaJ operatinl companies.U Lonl Lines' profits would thereby be lowered

and local service costs that had been covered by intrastate raIlS would also fall. The decline'

in local rates would encourq~ .universal service. Separatiq imerswe and intrastate costs

.along these lines solved the inunediate pmblems of LoqlineS' profilSand war-time demand
..,

as well as created a mechanism to addreSs the jUriJdic1ional divisions reqUired,1)y~. It

was an opportunity too lood to be missed.

However. there wu still • problem of calculltiDl the proper allocator for

apponionina local capital COlIS that did not VIr)' .with use (nonnftic sensitive or NTS)
.~ ..

~ TemiD It 20.

I"..
ll' Rates IDd Cbarps for CommunicalioD Services Fumi.... by i! LOllI LiDes
Depanment. FCC Docket 6461 (November 20, 194~) cited jp ,TemiD It 20-... .'

Statement of Walter S. Gifford. November 21, 1942. cited iIr1e1Did It 2Q~ .'
Temin 1122.

- 7 -
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between local and long distance services. The 1947 Separations Manual mandated that AT&T

separate its costs and capital stock into intrastate and interstate categories. calculate the

revenue requirements of the tWO pans of the separated capital stock. and dh'ide the revenues

received between Long Lines and the local telephone companies (both Bell and independent)

in accordance with these revenue requirements.!: The expenses of the local exchange plant

were divided between interstate and intraState jurisdictions on the basis of relative use

measured by "subscriber line use" or "SLU."ll

By 1950. there was an increasing aap between the rates charled by Lona Lines for

interstate toll calls and the rates charJed by"1ocal telephone companies for comparable

intrastate calls. State reaulators wonied about this "toll rate disparity" which continuecl.to
't). '.

grow as local rates rose in the pOstwar. irUla.ti9n.a- Larall' ~ofts payments would
_.- . ... "'~_~-. :":<'~~7 .:' ....: ;,. ts.

.- -., ~ , .- 0 ,-

provide the opportUnity for state regu1ltOn'to~ 10\Y.Cl',i#~ ~ aDd. iNuce the jollrate·
• -".~"-~~~,.~~..~,~:$.. ~."- ,~. ~,.'. . ~

disparity. It would also allow AT&:T to inereate itS eimiqs~ 'tti:sferrinl some of the Bell
, -

System's capital to the interstate jurisdiction where the FCC allowed hip rates of return

than most states.

The FCC initially resisted any devialioa from SLU.1I'IUiDI that propOsals to shift

more local plmt costs into the intenWe rate but: "would'have the effect of iDtroclucina an
, • • - '" oil

arbitrary, method whereby~ services subject to Federal jurisdiction would. in effect. be

" ,

J.! SeparaUoas MIDual, October' 1947 citld, ill TemiD It 24.

l1' SLU is ciefined u "the time the local plam ~',usecl for iDterstate calls divided by its
total time in use." TemiD It 23-24. n. 21.

!t NARUC;.FCC Toll Rate Subcommit1ee. Mmeu IRlI...1"IlDbeM ,. ""' Disparities
July 195 I cited in TemiD It 24.

. I .



distance to local service.~

subsidizing services beyond that jurisdiction,"!! However. Senator Emest McFarland. the

chairman of the Senate subcommittee overseeing the FCC. responding to appeals from state

regulators. \\Tote the FCC. expressing his dismay at the Commission's willingness to "shift the

load from the big user to the· little user; from the large national corporations which are heavy

users of long distance to the average housewife and business or professional man who do not

indulge in a great deal of lonl distance."ll The FCC eventually acquiesced to the political

pressure with the resultinl revision to the Separations Manual shifting enoup revenue

requirements to interstate operations to justify the fim interstate rate increases iflDted since

the creation of the FCC.~ These rate increases took pllce while teChnololical Prc:'1teSS~

.. reducing the cost of lonl distance service and rising WIles were raising the cost of labor

intensive local services. This and subsequent maDipulatioDS of the separations process sharply

reduced the toll rate disparity and sharply increased the subsidy that ftowed from 101li" ~.

'~~~; ..:;".

-.~ ,. .
.........

l! Letter from P. \\WIker to M. McWhorter dated October 11~ 1950 c;iMd jp Temira at 24.

a Letter from E. McFlIiaad to P. Walker dated Jaauiry 30, 1951 c;iMd jp Temin at 25.

.!! TemiD at 25.

.9-
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Plan provided that the book costs of Long Lines plant terminating in each state be combined

with the Associated Company toll lines plant in the state. The combined total investment was

apportioned between state and interstate jurisdictions on the basis of relative message-minute-

miles. At the time the plan was proposed. it was estimated that it would transfer 516: million

of investment and S18 million of expenses from swe to interstate operations. equivalent to a

reduction in state toll costs of about 22 percent.~ "It is fair to conclude that the entire

operation. the so-called Modified Phoenix plan. resulted in a tl'lllSfer of ~ell System earnings

from the interstate pocket to the intrastate pocket. The collective trousers. of course•
•

.[were) worn by the same corporate body."~

In 1969. the FCC "undid" the Modified Phoenix Plan by calliq for the removal of

Kr&T's transminina plant from the Associated Companies' 1Veraainl of interstate costs.

Although this decreased the av....e interoffice cosu to the interstate jurisdiction by removing
o

:c' ;......... "

high volume/low cost :transnUnina plant from the equation. four years earlier the procedures

adopted in the "Denver Plan" had increased the interstate assiPinmt of exchlnae trunk plant.

thereby negatina the reduction from undoinl the MocliAed Phoenix Plan.~ According to

~

II ~ R. Gabel. Devcloppcm of SgrIIjcg PripsiVlcs ip the T.... Industry at 82
""., . (1967)"~ Interim Repon of Separatiou"Subcbmmiaee, 1954 ProceediDp It 281 .

. ~ -~ __ ''1_'.:.~''l)~'' 4:': '.;'" .._1:. 00.

Gabel at 91-92.
,.,.- ......

ll". Speciftc:ally, undIr"dIe Deaver Plan~ the book c:ostI of subscriber lines 3I\d
station equ,ipmlllt were apponiODecl Oft I new composite ....-r tictor. The use factor
represented total orilinatjaa plus tenniaalina min... of UII. lddiDi data for manual offices.
The user factor wu derived by ot-inial the rIIio of toU.u.s to total u.s and multipl~'inl

this quantity by the ratio of intersIa1e to total toU me_.ei. Tbe combiDJd intersWc use-user
factor wu then applied to the 'book COlI of sublcriber liDes IIId ... equipment to obtain
interState qsipment. In addi1ioa, die book COltS of local ,. switdIiDI equipment were
apponioned on the dial equipment minutes (DEM) fictor (relative~ of dial equipment

~ " (continued..,)
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AT&T calculations. the Denver Plan changes effected a transfer of about $401 million in

book costs. 562 million in expenses. and S98.5 million in revenue requirements to interstate

operations.;: From that time to the present. the rules. particularly those related to interoffice

plant. have been a product of attempting to artificially equalize costs between the state and

interstate jurisdictions.

c. THE OZARK elAN AND DiE 19701

Perhaps the most conspicuous use of the 'separations precess u a cost recovery. rather

than merely a cost allocation. mechanism occurred with the FCC's adoption of the Ozark Plan

in 1971. This revision of the Seplrations Manual introcluced the concept of the SPF, which

was computed from SLU but which allocated an even pealer PII't of local plant costs to

interstate service.at Under this Plan. subscriber plant costs were allocated pursuant to a

formula that had the effect of assianinl approximately 3.3 percent of nontraftic sensitive costs

of subscriber plant equipment to federal accounts for every I percent of interswe ca1ling,~

"'(...contin;')· .' .~'1,;' •.. :~.,""~
~) except that the toll minutes were weilbed to ~ect the fIa" . ' .~ :' ~:~',,~" ';' .cbsts, per', ¢~ ,

minute of toll usc are p.- tba the costs per DUIlute of cxcbaDae.- ' . ~ ".. .., '

l! lQ. au 118 and lZl::
..

u' .' ... Prescripdoa of Proc:eclures for s.s-aana and AlJOC'riq Pllnt Ime.IlCDt. Operatina
Expenses. T.... ad~ 8eiWeen tbe IDU'IIIIte ad IftteraIe OperaIiODS of Telephone
Companies. 8Mcpm=dId lkwt .. 0nIIr· 26 FCC 2d 241 (197.0). Tbe splCific formula is
SPF • 0.8S SLU ... (2SLU x CSIl) wMre CSIl is the coaipoIite __ rate (a ratio that
combines meuuremeDtl of 8\1''' iDitial tbrW minute .... cbIrps ... averlp,l~of
haul for inlerSWe toU calls). III AmIDdIMat of ,., 67a, 'imist 9f """"'" Bulemlkinl and
QIsiILi&llllilbalJRiII'LISl.. 7. FCC 1d 837, 841 (\910).) • J .•~ •

» S. MC v, FCC. 750 F.2d 13S. 137 (D.C. Cir. 1914).

·11·



Ostensibly, SPF was designed to compensate for the deterrent effect of toJ) rate

schedules on interstate calling;;.! in other words. it was perceived as unfair to the interstate

jurisdiction to allocate costs in simple proponion to actual minutes of local and long-distance

minutes of calling because the different forms of wiffs imposed on local and long-distance

calls purportedly would encourage the former calls and discourage the laner caBs. No one

appealed the Ozark Plan. At the time. AT&T was the only lonl distance carrier and. since it

controlled the Bell Operanna Companies. most of the iDftated Ozark payments remained

within its corporate family:U AT&T was sending about half of the revenues it collected

straight back to the aocs.

As demonstrated by Figure I. th•• more than two decides of revisions to the

Separations Manual aggressively increased the percentap of excbanp pllDt allocated to

interstate service. Such revisions. in tum. forced AT&T to set interstate rates hip enough to

cover the costs of the subsidizecl local plam. Such rates necasuily were much higher than·· .

the rates charaecl bY a compay DOt burdened willi-local p....nor with regulatOry prices

characterized by the use of historical co* fully distributed pricing. nauonwide averaaing.

and separations. Eventually. such 10VemmeDt-mandaIed priciDa created strong artificial

II 26 FCC 2d It 251. The ""neDt effect" was the reMt of the dichoIomy between (1)
the flat rate tariffs for excblDp ..nee that encounae UD1iIaitIMIlocal call.. IDd unlimited
local conversation time lad (2) tile rMIIUI'ed ,. priciDa for toll .we tbat purponedly
tends to deter the telephone sublcriben' UII of tbit sUblcriblr ... for toll.mea. s. Mel
v. fCC at 138, n.3 '* AT&T. Qa:sIIL 9 FCC 2d 30, '102 (1967).

a ATelT's "sea1IaIeaI"~ to iDdepmderU tel'" compaies pve them no
intenti....to 'appeal~ either•

.....
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economic incentives for competitive entry into long distance and made such price/cost

disparities increasingly untenable for AT&:T.

IV 1980s: ATTEMPTS TO REFO~\.1 SEPARATIONS IN AN INCREASINGLY
COMEETITIV, ENVIRONMENT

The steady rise in the proportion of local costs assigned to long distance increasingly

made separations a major feature of telephone pricina. The interstate subsidy of local ser.'.ice

reached over 57 billion in 1981 compared to total interstate revenues of 520 billion.~ By

1983, it was estimated that 40 percent of interstate revenues were beina'used to keep local

rates down.}2
, .

Fallowing the adoption of the Ozark Plan. the telecommunications industry underwent

. several fundamental chanan. includina. perhaps most sipificamly, the increase in lonl

distance service competition. In addition. AT&T's divesture of the BOCs enhanced that

competition and created its own ripple effects of chanle.
_•.~.'>:~' .,.

The confluence of~i5~aes ~aled powerful iftCefttives for AT&T to begin

resisting,· the hi~ric Qverallocation created by sepll'aJions, Perhaps most (jl~viously. with the

,,,' divestiture of th~ SOCs. the local subsidy paid by AT&T 110 10.. ·wu an internal transfer
-,....-

. remaining within the AT&T corporate family.

To add insult to injury, from AT&"'5 perspective. its compecitors inc:reuinalY were

able to enter. and ~;.iD.·.loDi cli..ce mItket-merely·by UDdercuUinI AT&T's
.~;:... ' J'o- "- 0.". "".. " '''1''· ,. . ...- . - -, ..

.~.....

n' Temin & Peters. "Croa-SublidiZl!tiOll iD the Tel..... NetWOrk," 21 Willameue Law
Review at 199·223~ TemiD It 306;"

li Remarks of C. Brown. ATAT Annual rneetifta, AtIIIda. 0e0rIia. April 20. 1983 Q1IIl
in Temin at 307.
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interstate rates that were inflated by separations procedures.lJ. Indeed. at least initially. these

competitors could offer such service merely by leasing /tJ&:T"s own private lines at fiat. \"TS

rates and offering service to the public via local service lines: the interstate subsidy of local

1':TS costs was recovered almost entirely from traffic sensitive charges on switched long

distance services.ll

Treatment of SPEA.

Moreover. the newly-divmed BOCs were also beinl adversel}' affected by separations.

To the extent that the subsidy to local service was to continue to-d~ on interLATAtraffic"
• ~ !to' .'

going throup the operatinl companies. it would~c,l_ ,M°&o·bypass~eij.~ceu...,
... ... ·'·;'i;l',::""'t~?\/ .'i(,? ~:;''.h,.'.•

Jaclhues. . " :./,' .... ", ,. ", . ,~, ;,~, !~.. ~tr ". "'''~'""r
" ,,:,;-~~., .. :,.,'::.•~~:.:" .~.,. ;r~~~~.~t;~''':Zk . ,,0""'-

To minimize these adverse effects. AT"T bepn to advoca&l the need for separations

reform to better reflect the economic cost of rqu1aIed interstate services. AT"T argued that.

principally as a result of the Ozark Plan's SPE factor, MTSIWATS usap was resulting in an

,.as~gnment of NTS costs to the inlerSWe jwisdicUon at a'weiptinl of. nationwide averaae
• " ...... ' .. ~'":O#.;!

::.,,",,- ..
of 3.3 times the relative use.a Moreover. even under the ENFIA rates. the MTS-like'services. .,..

-:._~ ..-.. ,"""<;' .

offered byA1"T's lonl ciisrace competicon were only defrayina 35 perceIlt of the NTS

access costs that MTS was required co bar UDder me Seplrations MaUll, althouah the use of

their services was beiDa treated similarly coMT~use.Jor purposes of allowinl cosu to
~ . . .....

....,

II MoNowr, such competitors bid no econamic incentive CO pricetbeir services to renect
the' trUe cost of the service. they merely priced It some level sliPdY below the inftated price
that resulted from the use of SPF IDd other l0verDllleD'.......... UDeCODOnUc pricinl
mechanisms.

.. SSI Kelloa, Thome.t Huber, EedmJ. Ttltmmmppjptipps Law It 457 (1993).

11' 78 ~ci; 2d it 849.
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interstate operations.l:i As a result. the allocation of interswe MTSIWATS revenue

requirements was growing at a faster rate than MTS/WATS revenues. AT&T expressed

growing concern that this increasing allocation to the interstate jurisdiction would lead to

higher MTS/WArS rates, thereby giving funher improper pricing signals to its long distance

competitors.

In June 1980. the FCC established a Federal-State Joint Board to examine the

separations treatment'of NTS plantU and adopted the Joint Board's reto~ended proposals

with minor modifications in February 1982.» Recopiziq that the federal share of local

NTS com were grossly over-inflated. the FCC froze the total infefSwe contribution, SPF. at

the averqe 1981 annual percentqe levels. as an interim measure~I the development of

comprehensive revisions in the separations procedures. This IDItked the end of the "three-for-

one" Ozark Plan. While the freeze imposed a cap on the percemqe of NTS costs allocated to

the intersta~ jurisdiction. it allowed a arowth in the absolute dollar allocation; thus as NTS .

costs increased because of inftation. or additional investment. the interstate share of those total .

COSlS-woukt also increue.U-·

MCI unsuccessf\ally challenpd the FCC's imposition of the SPF ere. arsuina that

the NTS burden should have~ reduced. not merely ....-ved at ~ level almost.tN= tim~s _. »

,;,,~ I

above'what reJAii~ USIp woulcldietate. In itsdeCisioa. the Circuit Court ruled that the

~ ld·

11 ld. at 837.

or It AmendmeDt of PIn 67. Qesj;m ep4 QnMr. 89 FCC 2d 1 (1912).

1Z' lQ. at 13-14.
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FCC's rationale for imposing the SPF freeze •• to preserve the Commission's ability to

implement comprehensive separations revisions in a manner that would cause the least

upheaval in the industry •• was reasonable.a The court went on to acknowledge that "(c]ost

allocation is not purely an economic issue· it necessarily involves policy choices that are not

constitutionally prescribed."~

The FCC subsequently concluded the' use of SPF had increased the proportion of NTS

plant allocated to the interstate jurisdiction dramalicalJy above the level anticipated or

intended in 1970.~ The FCC also noted that the concomitant increase in intentate rates

spurred the prospect of local services fac'ilities bypass.

As part of its comprehensive separations reforms. the FCC ultimately reduCed the

allocation to the interstate jurisdiction caused by the SPF. In December of 1983. the FCC

extended the SPF freeze until 1986 after which it was reduced to a 25 percent "base factor

apportionment.,,!!.'

·.......' ...

B. Sepatltioos Amid Access &cform

The sharp disparities between prices IDCl costs caused b)' clecIdes of lovemment·

mandated separations subsidies became increasinalY untenable IS the Bell System was forced

u
r.z; 750 F.2d It 141:'" "

l! lsi.

~. 89 FCC 2d at 4. For example. the FCC noted that ,the proponioD of sublcriber plant
eosu assianed to interState for me Bell S)'SIIIIl.. hid powD by 50 percat siDce 1970.
lsi. at 5.

!1' Jurisdictional~ Proceduns. JlssiIjgo end 0nIIr. 49 Fecl.RIa- 7934 (1984).
.... ,~.

-~. ..
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to operate in a competitive marketplace.:; To address this problem. the FCC established a

Joint Board to determine "what reimbursement interstate services should make to local

operating companies for the use of local plant" and "whether and how these charges can be

equitably imposed on all interstate services. "il

The separations and access charge reforms instituted in the, 1980s went a long way

towards remedying some of the more egregious cost/price disparities. An imponant first step

in this effort \\-as the introduction of limited ftat-rated monthly charaes assessed to all

subscribers (subscriber line charges) to recover some of the intemate nontraffic sensitive costs

that had been bundled into the per-minute rates for access service.!!'

1. Retention of Resjdual CpstlPrice Pipritia

However. even at the time such r:fonns were adoptecL all parties concerned. including
.

the ~cCl: were keenly aware that siplificlDt cost/price disparities remained. In virtually every

:'~':m~~C"" ins~ce :~n which reforms were cQlltemplated. both the FCC and the Joint Board requested' the
-'/If." , _ ~"

LEes to proyide "price-oJlts" to test the sweJinterstate revenuereq~t shifts that would'

...., .....

~ For example. the overallocation of nonnftic sensitive COltS to the interswe
jurisdiction creates uneconomic costina problems for repIated carriers that are not faced by
their c:ompetiton. As. COJIIICI1*ICI. thae competiton are able to' eftIII' IDd remain in the
~~e~ merely by~the rIllS~to recovew: the~o~t-~
subSldles. MOIeOver.:u"."-.mII'·s cUSlOmen dtop-oft' the pubHcSWl~ netwo~ the
carrier has fewer rewauei with which to contribUte to tbe IOYIftIIIlIDt.:mindlted subsidies:

~' MTS IIId WAfS Market Structure. tim of tpgujry ep4 PmppMcl Bulsmakina. 67
FCC 2d 757. 759 (1978). .

~' To the extent mat carriers .. still requincl Uf' recover iadalClle nonnftic seasiu\'e
allocations on a per-minute of \lie bail ti.Iu via the CIrri. COII'1IftOft liDe cbIqe). they are
forced by lovemment fill to recover nonnftic seDlilive COllI ill III UDICODOIDic fashion. The
carrier common line ct.p is tbIt portion of nontraftlc ..tive CC*I not recovered from
subscriber line chirps.
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result from the proposed reform. Indeed. decisionmakers often were more concerned with

adopting proposals that created the least jurisdictional impact than implementing the most
e

economically efficient reforms.

An e'xample of this phenomenon was the separations treatment of Account 645. Local'

Commercial Operations costs.:! In 1984. the New York Public Service Cotnmission alerted., .

the FCC and the Joint Board that. under the separations rules then in effect. AT&T"s

assumption of billing inquiry seI'\'ices previously provided by the LECs w~uJd cause a sudden

and substantial reassianment of Account 64S costs to the intrastate jurisdiction.:£t This

reassignment was caused by the fact that under these rules. the level of Account 64S costs
I

assigned to the interstate jurisdiction was laraely a product of the customer contact factor.!!

However. 'tespondina to end user billing inquiries involved a very small Panion of local

commercial work time.!! Thus. AT"!"s provision of its own biJlinl inquiry servic~ would

reduce the number of local commercial office contacts related ~ interstate toll.meSsqes.

;;~. thereby lowering the interstate co.' wi~~'WitboUlproducinlill offsettinl re4uction in .
. .

!l Account 64S reflected me ~su involved in maintainiq the local commercial
'operations of the~l~ comJ'lfty other than promotional or directory services.
'. ,... ~.~.:~~.:~_..~.:~~. ,~ .•" ,.~ .~_ . ..;....~~·o I'

• ~. Prior·.ro.·~tt~. L·JCI'~. ~ "",llilll_ collection. includinl biJIinl inquiry
........ "'. ,&, serv~~:f.~:~~f)t.rtel.... .-vice .ad 1011I diitlDce' toll cajlina camed over AT&T·s

.;;;;",~1t~~.i:: .. ::;ri&voml~ _Z~:· ...(; 0. " ..~' .. " .
...;c~" '~ • ".,"".~...

:!! . The customer CO!ltKt fIctor is the relative number of business office contICtS relatina
to state toll and interate toll meuqes and was used as the allocation flCtDr under the
separations rules in effect at that time.

~ sa MTS and WArS Market StrUCtUre. McPnnfbma Opjpigp epd Qrdc, 1 FCC Rcd.
1216 at para. 3 (1986). Moreover. the interstate CUIIOIDIr COIItICt flCtOf hId·been developed
from a fonnula based on relative revenues ratMr thin the \III' of ICtua1 ICCOUD1I or samples of
contacts. SII MTS aDd WATS Market Scnacture. 60 Fecl.Rq. 2d 1345 at pII'L 12 (1986).
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total local commercial office costs. The jurisdictional shift was far in excess of the costs that

LEes would save by discontinuing their billing inquiry service and underscored the

Jurisdictional misallocation of costs that had been produced by the then existing separations

procedures,

The Joint Board~ and the FCC.12 acknowledged that excessive Account 645 costs had

been allocated to the interstate jurisdiction. but in light of the potentially abrupt jurisdictional

shift. decided that. as an interim measure until permanent meuures for the allocation of .

Account 645 were adopted. the interstate allocation of these costs should be frozen and then

. gradualI)' phased down over a twelve month period to approximately one-half of the pre

existing level. The affected SOCs' were ordered to adjust their access charJe tariffs to reflect
.'

thesechanles. These tariffs were later allowed to go into effect over the objections by AT&T

•
that the BOCs had allegedly failed (I) to reduce their biUin, and coUectionrates to reflect

correctly'''' transf,~··£ertrfilicosr.s from pre-existintbilliq. and collection rate elements lO

the new interim traffic senSitive rate element'~ (2) to comply with. the phased down .'

. '. Ac:co~t 64S and related costs assiped to me intersWe jurisdietion.~iif;a~nStctuence ..- ·.5-·:·~" (0' .j". • •••:.-. # . -,,-' .

.~~ .~. ~

.~-;,.,' '.' "although ac:knowleclginl that ACcount 64S alJOCIIed a disproportionate amount of costs to the

,"

~... QU"

. ....... . . I

"., ~ .,'' ..".. - . : ..
~ MTS and WArS Market StructUre. M"uneo Net 3400 (released March 2S. 1985). 50
FedJ(el. 14729 (~pril.1f~9I5).:: . .. ' ,

• '. '.~ QI

12 MTS and WIJS Market Structure. $0 Feel.Rea. 26%04 (June 2S. 1915). I&m.. 60
Fed.Reg. 2d 1345 (1doptiDa the Joint 8oII'd's reco~ interim sepuacions
procedures);MTS mel WATS'MBeI Structure. PlSiIiclll .. ow. FCC No. 86-S (releued
January 7. 1986). 51 Fed.Jlea. 3176 (JID\I&I'Y 24. 1916). IIIiQIlo, 1 FCC Reel. 1216 (adoPtinl
the Joint Board's reasoniq f()f'such procedures).

II New EnalaDd Telepbcme IlIA TeleplPb Company It aI., QrUL 1916 FCC tEXIS
1932 (released Aupst S. 1916).
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inflated interstate jurisdiction. the FCC and Joint Board perpetuated it for at least a year

thereafter. Even when the FCC eventually adopted permanent changes to the allocation of

Account 645 expenses.~ it anticipated that these new separations procedures would decrease.

but not eliminate. the inflated interstate allocation of Account 645.11

.,_. Retention of tbe Local Sybsidv

Even in ·the midst of the separation reforms. the Joint Board and the FCC were very

much aware of. and always discussed and considered. the potentially adv~ policy

ramifications of moving too many dollars to the intrastate jwisdiction. There was a

widespread understanding that it was not politically possible to move all. or even most. of the

true costs of local service to the state side of the ledger, and that those costs that were moved

should be done so only throup a gradual process.~ thereby perpeawiq significant ponions

of. ~e; 1~~.IU~sidy. . . ... ('.- ... ~~..... ';. -.. .. . . '

.000~~?~~-';._;iO~lken rUliZed tat if all.of. \be true. casU of local setvic~ were allocalect to
. ~ ...-', ," ~ ,.-,,, .

. .
the intrasWe jurisi:liction. swerqulatorsmiPt;.lCl·on their tnditiQ._ instincts to avoid

. . ., ... ".. . . .. ~ ..... ~ , ... .' . -~'.. "..... . . ~-: ..

•• '.~".' ,'"It

~ Ss, 60 led·Rea. 2d It·n. 2Z. The rules became etTective on January 1. 19,.87.. ~~..
~e~ originally due to become effective onJuqe I, 1986.. SI Fed. Rea. ~1~6., .I,,).:... ~:~:

FCC preemptively detaritTed the LECs' provision of billiDllDd callectio.·
intetexchaqe carriers. In 1917, the FCC decided to continue to apply .."
separations process to billiDa IDd collection .mce costIto idlDtify· .' ..
Ulat are poperly aaributable to in1ruIIIe ICUvity. It IIlticiplllCl that the ".
and collection would DOl sbit\ C01II~ the state IDd iDterswe jurisdictionS. ':f
would merely remow some in__ com from the replaIed arena. Detariftina of BHlinl
and Collection. 102 FCC 2d 11SO It .... 41 (1986).

1l ~ 60 Fed.Rea. 2d It pin. 21.

~. The deliberate U'IDIi1ionaI naan of moviDa iaUr- co-. to the .... jurisdiction wu
desianed to prevent "raM sboc:k" to resicIIIltial C1IIIOIMtS of local.-vice. "Rate shock" wu
typically UDderstood to IDIID • rapid iDcreae in the price of raiclential CUItOmers' local rates.
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.~_., ... _---

• raising residential rates (ostensibly to avoid threatening universal service. but also to avoid

~ienating th~ir residential constituents) at all costs. To cover such·costs. state regulators

.: '~ight0infl~te intr~tate. in~erLAT~ tiJes (which would stymie the growing competition in the
.... _ ;_.,.'J •. ~6:- ~ _. ~ I

·""U~~· ..C'I.?rlS ~~ce('Jmark-:t) or prevent the local telephon~ companies from raising prices to cover
~.", .•' .. " () .' '. '!-" " ,,", 1I ..

, .. :;~~.:...., :~~o,~hese e~sU"(ri~ing'conftsc:ation if such caiTieis were not allowed the opponunity to eam a
t!f • Il 0 •• (l •

()o

reasonable return on their investment and/or preventu.l~ such carriers from investing in the

petwork to the' ultimate d~ent of the public netWork and consumers).

The po~tial f~' s'!Ch~ uneconomic. inefficient pricing and the threat to the longtetm

reliability of th~opublic'network weremonvatinl facto!! f~r (1). no~ identifying the true costs

of local service that were included in intersWc accounts _. that could be moved to the
. ,",'~

0- • ". .",••:-.,. ...• . . ()

. intrastate jurisdiction. and (2) using allocators which evetYol~t"$W"~cr'not reflect the true .,

deliberately maintained the intl,:n,,,,,"g;•.,,~
:,.. ... ,.,........

~:, "!..!

An example of this p .c.


